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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
CERBER, Judge: |In separate notices of deficiency,
respondent took a protective position and determ ned defici encies

in petitioners’ Federal inconme taxes as follows:



Docket No. Year Defi ci ency

16255- 97 1993 $35, 452
1994 17, 053

20939- 97 1992 112, 339
1993 1, 054

! This anpbunt is based on a $16, 046 adjustnent to incone
under the indirect nethod (the source and application of funds
method). In the stipulation of facts, however, respondent and
petitioner Steve H Benavidez (Benavidez) agree that Benavi dez
failed to report taxable incone of $8,646, rather than $16, 046,
for the 1992 taxabl e year.

These cases have been consolidated for purposes of trial,
bri efing, and opi nion.

After concessions by Benavidez,! the issue for our
consideration is whether the transaction between petitioners
shoul d be treated as a sal e-1 easeback or a financing arrangenent.

FI NDI NGS OF FACT?

Petitioners Lauro and Gayl e Guaderrana (the Guaderramas) and
Benavi dez resided in Las Cruces, New Mexico, at the tinme their
petitions were filed in these consolidated cases.

Prior to 1991, Benavi dez owned a restaurant and bar called
Steve’'s Tavern. Steve’'s Tavern burned down in 1989. Steve's

Tavern was insured, and Benavi dez received the insurance proceeds

approximately 6 to 8 nonths after the fire. The insurance

! The parties have stipulated that petitioner Steven H
Benavi dez (Benavidez) is not entitled to a deduction for
anortization of the cost of his liquor |icense.

2 The stipulation of facts and exhibits attached thereto are
i ncorporated herein by this reference.
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proceeds, however, were not used to construct a new restaurant
and bar because by the tine the insurance conpany paid Benavi dez
the liquor license woul d have possibly | apsed due to inoperation
of the bar.

Benavi dez purchased a tract of real property |located in Dona
Ana County, New Mexico, from Rodol fo Saenz (Saenz) to be the site
for a new restaurant and bar. Under the contract dated July 31,
1990, Benavidez was to pay Saenz $35,000 for the land. This
paynent was structured to require a $10, 000 downpaynent, with the
$25, 000 bal ance payable in equal annual installnents of $6,594. 94
for a period of 5 years, the first paynent being due on July 15,
1991. Saenz deeded the land to Benavidez on July 31, 1990.

After obtaining the land from Saenz in July 1990, Benavi dez
attenpted to obtain financing through banks to build a new
restaurant but was turned down by two or three different banks.
The banks woul d not provide financing to Benavi dez because they
were unwilling to accept the only asset he had--his |iquor
license--as collateral. Benavidez had purchased his |iquor
license in 1985 for approximately $45,000. The availability of
al cohol i c beverages, in general, attracts nore business to a
restaurant, and a liquor license can cost as rmuch as $100,000 to
$200, 000 i n Dona Ana County, New Mexi co.

Consequent |y, Benavidez entered into negotiations wth Lauro

Guaderrama (Guaderrama), a farnmer in New Mexico during the years
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in question, regarding construction of a new restaurant and bar
to be naned Severo’'s. (@Guaderrama had never constructed
commerci al property before, but he studied the proposed
transaction and concluded that it would be a good investnent.
Guaderrama and Benavi dez subsequently entered into several
agreenents. On July 26, 1991, Benavi dez deeded the tract of |and
in Dona Ana County to the Guaderranas. Quaderrama then |ent
Benavi dez $25,000 to pay off the outstandi ng anobunt under the
real estate contract between Benavidez and Saenz. On Cctober 9,
1991, Guaderrama entered into a construction agreement with JVG
Construction Co. providing for the construction of Severo's. JVG
Construction Co. is operated by Guaderrama’s nephew, and
Guaderrama financed the construction of Severo’'s with his
savi ngs. Benavidez designed the floor plan for Severo’'s, while a
contractor designed the rest of the restaurant.

On Decenber 4, 1991, the Guaderranmas | eased the |land in Dona
Ana County to L&G Investnents Ltd. (L& . L&G a New Mexico
corporation wholly owned by the Guaderramas, was incorporated on
Decenber 13, 1991, and is structured as an S corporation for
Federal incone tax purposes. L&G does not have bank accounts and
did not file a Form 1120-S, U. S. Incone Tax Return for an S
Corporation, for the 1993 tax year.

On Decenber 10, 1991, Benavidez sold his liquor license to

L&G for $10 and assigned the trade nane “Severo’s” and its
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t el ephone nunber to L&G for no consideration. At the same tine,
Guaderrama, as president of L&G executed a | ease with Benavi dez
that provided for nonthly rental paynments of $3,031.34 by
Benavi dez. Al though the | ease agreenent was between Benavi dez
and L&S Benavidez’ paynents were nade directly to Guaderrana
Under the | ease agreenent, Benavidez agreed to nmake paynents for
a period of 15 years. The nonthly paynents represented an
anortization of the construction costs of Severo' s, cal cul ated at
a 15-percent interest rate. 1In a letter from Guaderram’s
attorney, Steven Fairfield (Fairfield), to Benavidez, Fairfield
referred to the paynents as Guaderrama’s costs plus an interest
conponent. After 10 years, Benavidez had the option to purchase
Severo’s for 125 percent of the remaining bal ance. Benavidez
intended to exercise the option to purchase Severo’ s and sought
financing fromthe Small Business Adm nistration (SBA).

The | ease agreenent was subsequently anended in May and June
1992 to account for additions to Severo’s and | oans made by
Guaderrama to Benavidez for furniture to be used in Severo’s.
The final | ease agreenent provided for nonthly paynents of
$3,821.70. This nonthly paynent was based on Guaderrana’s total
construction costs of $272,237.26, which included the $25, 000
that Guaderrama | ent Benavidez to pay off the note for the | and,
and again also included an interest conponent on Guaderrama’s

expenses at a rate of 15 percent.
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Under the | ease agreenent, all costs, expenses, and
obligations relating to Severo’s, including taxes, utilities, and
i nsurance, were to be paid by Benavidez. Guaderrama was to be
i ndemmi fied by Benavidez for any costs or expenses paid by
Guaderrama. |If Severo’'s was partially or totally destroyed and
had to be repaired or rebuilt, Benavidez was not allowed to abate
the rent. Under the | ease agreenent, Guaderrama was not |iable
for any damage to persons or property arising from any cause.

I f there was an accident on the prem ses, Benavi dez, not
Guaderrama, would be Iiable.

The Guaderramas reported the transaction as a |l ease on their
Federal inconme tax returns for taxable years ending January 31,
1993 and 1994. Benavidez reported the transaction consi stent
with a financing arrangenent on his Federal incone tax return for
the 1992 and 1993 taxabl e years.

Respondent took a protective position in his notices of
deficiency and with respect to the Guaderranmas, treated the
transaction as a sale and with respect to Benavidez, treated the
transaction as a lease. 1In the notice of deficiency issued to
t he Guaderramas, respondent increased capital gain inconme for the
year ended January 31, 1993, and increased interest incone for
the years ended January 31, 1993 and 1994. |In the notice of
deficiency issued to Benavidez, respondent disallowed interest

expense and depreciation deductions for the 1992 and 1993 taxabl e
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years. At the tinme the notices of deficiency were issued,
respondent believed the transaction was a sale of the prem ses,
liquor |icense, and equi pnent by the Guaderramas back to
Benavidez that resulted in capital gains. After trial, however,
respondent in his brief took the position that Benavidez did not
relinqui sh ownership of the property and liquor license to the
Guaderramas, and therefore the transaction was not a sale, but
rather a financing arrangenent between petitioners.

OPI NI ON
We nust deci de whether the parties’ transaction was in
substance a “sal e-| easeback”® or a financing arrangenent. The
Guaderramas contend that the transaction was a | ease, while both
respondent and Benavi dez contend that the transaction was a
financi ng arrangenent.

|. Standard of Proof

Before we anal yze the transaction, we nust first determ ne

whet her Benavi dez or respondent should be allowed to ignore the

3 The transaction could not be a true sal e-1 easeback because
petitioner Lauro G CGuaderranma (CGuaderrama) constructed a
buil ding on the | and that was transferred by Benavi dez, and
therefore Severo’s was not “sold” to Guaderrama and then
subsequent|ly | eased back to Benavidez. However, when taking into
account the transfer by Benavidez of the land, |iquor |icense,
trade nane and tel ephone nunber, all of which petitioners Lauro
G and Gayle W (the Guaderranmas) argue were subsequently
“l eased” back to Benavidez, the formof this transaction is
analytically simlar to a sal e-leaseback. Thus, it is
appropriate to consider those factors traditionally associ ated
with sal e-1 easeback transactions for purposes of determ ning the
proper characterization of this transaction.
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transactional formwhere, as here, the transaction was |abeled a
“l ease”. A party seeking to overcone the formof an agreenent
must present “strong proof” for the substance to prevail. Ul man

v. Conmm ssioner, 264 F.2d 305, 308 (2d Cr. 1959), affg. 29 T.C

129 (1957); Coleman v. Comm ssioner, 87 T.C 178, 202 (1986),

affd. without published opinion 833 F.2d 303 (3d Gir. 1987). A
party has adduced “strong proof” when he has essentially shown
that the terns of the witten agreenent do not have “sone

i ndependent basis in fact or sone arguable relationship with
busi ness reality such that reasonable * * * [people], genuinely
concerned with their economc future, mght bargain for such an

agreenent.” Schulz v. Conm ssioner, 294 F.2d 52, 55 (9th G

1961), affg. 34 T.C. 235 (1960).
The Guaderramas argue that we should instead apply the nore
restricted view of the Court of Appeals for the Third Grcuit in

Comm ssioner v. Danielson, 378 F.2d 771 (3d Cr. 1967), vacating

and remanding 44 T.C. 549 (1965).% This Court, however, has
refused to apply the standard of Dani el son except under the

hol di ng of Golsen v. Conmm ssioner, 54 T.C 742, 756-757 (1970),

4 Under the “Danielson rule”, a party can challenge the tax
consequences of his or her agreenent as construed by the
Commi ssi oner only by adduci ng proof which in an action between
the parties to the agreenent would be adm ssible to alter that
construction or to show its unenforceability because of m stake,
undue influence, fraud, duress, etc. See Conm Ssioner V.
Dani el son, 378 F.2d 771, 775 (3d Cr. 1967), vacating and
remanding 44 T.C. 549 (1965).
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affd. 445 F.2d 985 (10th Cr. 1971), in cases appeal able to the
Court of Appeals for the Third Crcuit or other circuits which
have adopted Dani el son. Since the Court of Appeals for the Tenth
Circuit, to which this case is appeal abl e absent stipulation to
the contrary, has not explicitly adopted Dani el son, we decline to
apply that standard here.®

In this case, one, nanely petitioner Benavidez, of two
conpeting petitioners and respondent both seek to ignore the
transactional form W have observed that “the taxpayer may have
| ess freedomthan the Comm ssioner to ignore the transactional

formthat he has adopted.” Bolger v. Conmm ssioner, 59 T.C 760,

767 n.4 (1973); Coleman v. Conmm ssioner, supra at 202. The

strong proof doctrine, however, is not applied to the
Governnment’s attack on the formof a transaction. The present
case i s a consolidated proceeding, and each petitioner is
litigating against the Governnent. Because the formof the
transaction in this case is being attacked by the Governnent, and
because both the “lessor” and “l essee” are parties to this

proceedi ng, the strong proof doctrine is not applicable.

> The Guaderramas cite Munroe v. Comm ssioner, 961 F.2d 220
(10th Gr. 1992), as standing for the proposition that the Court
of Appeals for the Tenth Crcuit has adopted Comm ssioner V.
Dani el son, supra. Munroe, however, sinply references Dani el son
in a string citation and does not explicitly adopt the standard
enunci ated in Danielson. Further, Minroe is an unpublished order
of the Court of Appeals which specifically states that it has no
precedential value. Thus, we do not read Munroe as adopting
Dani el son.
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Freeport Transport Inc. v. Conmm ssioner, 63 T.C 107 (1974)

(Dani elson rule did not apply in circunstances in which both
parties to the agreenent were before the Court and respondent did
not object to the presentation of evidence varying the terns of

t he agreenent); Peterson Machine Tool, Inc. v. Conm ssioner, 79

T.C. 72, 82 (1982) (“in view of the fact that both the buyer and
the sellers are parties to this proceeding, there is even | ess
reason to apply the ‘strong proof’ rule”). Thus, this Court may
| ook to the substance of the transaction in order to determ ne

the correct tax consequences. See Hanmlin’s Trust v.

Comm ssi oner, 209 F.2d 761, 764 (10th Cir. 1954) (“It is well

settled that the incidence of taxation depends upon the substance
of a transaction * * * that the Governnent may | ook at the
realities of a transaction and determne its tax conseguences
despite the formor fiction with which it was clothed.”), affg.
19 T.C. 718 (1953).

1. Sale-Leaseback or Fi nanci ng Arrangenent

The Guaderramas contend that the docunents in this case
| abel the transaction a | ease, that they clearly possessed the
benefits and burdens of ownership of Severo’s, and therefore the
transaction should be viewed as a | ease. Benavidez, on the other
hand, argues that he possessed the benefits and burdens of
ownership of Severo’s and that the transaction should therefore

be viewed as a financing arrangenent. Respondent al so takes the
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position that the substance of the transaction is a financing
arrangenent.

As stated above, the labels used in formal witten docunents
do not necessarily control the tax consequences of a given
transaction; this Court may | ook to the substance of the
transaction in order to determne the correct tax consequences.

It is well established that the econom c substance of a

transaction, rather than its form controls for Federal tax

purposes. See Gregory v. Helvering, 293 U S. 465 (1935); Frank

Lyon Co. v. United States, 435 U S. 561 (1978). Thus, the fact

that the docunents contain |abels that the transaction is a | ease
does not govern, and this Court nust consider the substance of
t he transaction between petitioners.?®

Whet her a transaction is a sal e-l easeback or a financing
arrangenent for Federal tax purposes depends on all of the facts

and circunstances. See Frank Lyon Co. v. United States, supra

6 Nom nally, there are three parties to the transaction at
I ssue--the Guaderranmas, Benavidez, and L& \VWile sonme corporate
formalities with respect to L&G appear to have been sati sfi ed,
L&G | acks any real economic involvenent in this transaction. It
was incorporated after the transaction was conpl eted, had no
enpl oyees, conducted no business, was forned solely for this
transaction and, according to Guaderrana, functioned for the
pur pose of shielding the Guaderramas fromliability for the
| iquor sales. Furthernore, paynents by Benavi dez under the
“l ease” were nade directly to the Guaderramas. Despite the |ack
of corporate formalities, however, it is unnecessary for us to
deci de whet her L&G shoul d be di sregarded for Federal tax purposes
because it is a pass-through entity and thus, any taxable inconme
fromthe transaction is attributed to the Guaderramas, the real
parties in interest to the transaction.
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(the Suprene Court utilized a factual analysis in determning
that the transaction was a sal e-| easeback). This Court has
traditionally treated a sal e-| easeback as a shamtransaction if
the taxpayer was notivated by no business purpose other than tax
benefits and if the transaction has no econom ¢ substance because

no reasonable possibility of a profit exists. See Rice’'s Toyota

Wrld Inc. v. Comm ssioner, 81 T.C 184 (1983), affd. in part,

revd. in part 752 F.2d 89 (4th Cr. 1985). In deciding whether a
transaction should be treated as a sal e-1 easeback or a financing
arrangenent for Federal tax purposes, we often consider factors
such as: (1) Wether the purchase price of the original sale-

| easeback received by the “l essee” is less than the fair market
val ue of the property; (2) who bears the risks and
responsibilities of ownership; (3) the terns under which the
paynments are nmade; (4) whether the repurchase price is |less than
the fair market value of the property; (5) who participates in
the profits or appreciation in value of the property; and (6) the

intent of the parties. See, e.g., Helvering v. F.& R Lazarus &

Co., 308 U S 252 (1939); Sun G| Co. v. Conmm ssioner, 562 F.2d

258 (3d CGr. 1977), revg. T.C. Meno. 1976-40; Anerican Realty

Trust v. United States, 498 F.2d 1194 (4th Cr. 1974); lllinois

Power Co. v. Conm ssioner, 87 T.C. 1417 (1986); Hilton v.

Comm ssioner, 74 T.C. 305 (1980), affd. 671 F.2d 316 (9th G
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1982); Belz Inv. Co. v. Conm ssioner, 72 T.C. 1209 (1979), affd.

661 F.2d 76 (6th Cr. 1981).

I n exam ni ng whether the transaction between the two
petitioners was a sal e-1 easeback or a financing arrangenent, we
find the followng factors to be particularly persuasive:

Conveyance of the Liquor License

In Helvering v. F.& R Lazarus & Co., supra, the Suprene

Court found a transaction to be a financing arrangenent instead
of a sal e-leaseback in part because the instrunent under which

t he taxpayer purported to convey |egal ownership to the bank was
inreality given and accepted as security. Here, the conveyance
of the Iiquor license reflects a financing arrangenent rather
than a bona fide arnmis-length sale. While Benavidez purchased
the liquor license for approxi mately $45, 000, the purchase price
paid by Guaderrama to Benavidez for the |liquor |icense was only
$10. According to Benavidez, liquor licenses in Dona Ana County
currently average between $100,000 to $200,000. Wile we do not
necessarily accept Benavidez' testinony as establishing the worth
of a New Mexico liquor |icense, the fact that Guaderrama was
willing to hold it as collateral towards an approximately
$272,000 debt indicates that $10 is far fromits fair market

val ue. Thus, although legal title of the liquor |license may have

been transferred to Guaderrama, it was not an arm s-length
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purchase, but rather sinply a transfer of property to be held as
collateral in a financing arrangenent.

Ri sks and Responsibilities

For purposes of determ ning the tax consequences of the
transaction, another factor we consider is who bears the risks
and burdens of ownership. Under the arrangenent between the two
parties, Benavidez is responsible for all taxes, utilities, and
i nsurance and assuned the full burden and cost of keeping the
prem ses in good condition. Benavidez is also responsible for
all repairs or any damage to the prem ses, and Guaderrama i s not
liable for any danmage to persons or property arising fromany
cause what soever. Benavidez agreed to indemify and hold
harm ess Guaderrama fromany and all clainms and liability for
damage to persons or property arising fromany cause. Moreover,
di m nution of rental paynents even in the event of a casualty or
total destruction is not allowed. Thus, inconsistent with
customary | eases, this “lease” inposes essentially all of such
burdens, risks, and responsibilities for the property upon
Benavi dez.

The Terns of the Paynents

The rental paynment in this transaction is based on the
construction costs of the restaurant plus 15 percent interest.
The inclusion of an interest conponent is indicative of a

financi ng arrangenent. See Judson MIIs v. Conmm ssioner, 11 T.C
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25 (1948). Under the terns of the “lease”, paynents are to be
made over a 15-year period, beginning in May 1992, and consi st of
nmont hly paynents of $3,821.70. |In deternmining the nonthly
paynent, the cost of construction, $272,237.26, was anortized
over a 15-year period at a 15-percent interest rate. The rents
have no ascertai nabl e connection to the econom c value of the
property but instead are related to a fixed interest return on
t he advances or costs of constructing the property. This is
consistent wth a financing arrangenent, not a | ease.

The Option To Purchase

A repurchase provision of a sal e-|1easeback transaction often
serves the sanme function as a | oan when the repurchase price is
geared to the unanortized principal advanced by the “l essor”

See Sun Gl Co. v. Conm ssioner, supra. In this case, Benavi dez

has the absolute right to purchase Severo’ s and the |iquor
license during the final 60 nonths of the termof the “lease”.

If the option is exercised, the purchase price of Severo’'s is the
remai ni ng bal ance due from Benavi dez to Guaderrama plus an anount
equal to 25 percent of the unpaid bal ance. Thus, the option to
purchase is directly related to the unpaid bal ance, not to the
fair market value of the property. |f Benavidez exercises the
option 1 nonth before the 15-year term ends, he can purchase

Severo’'s for approximately $4, 700, nowhere near the fair market
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val ue of the going business concern. This is indicative of a
financi ng arrangenent, not a | ease.

The Potential for Profit or Loss

A significant factor to be used in determ ning ownership of
property is the extent to which the taxpayer has potential for
profit or loss as a result of holding the property. See Frank

Lyon Co. v. United States, 435 U S. at 579; Sun GOl Co. .

Conmi ssi oner, 562 F.2d at 268.

In this case, the transaction severely limts Guaderram’s
ability to participate in any appreciation in the value of the
property. Because of the repurchase option at less than fair
mar ket value, it is a virtual certainty that Benavidez w |
exercise the option and repurchase Severo’s. Thus, any
appreciation in value will be realized by Benavi dez, not
Guaderrama. Furthernore, all rental paynments are at a fixed
anmount, with no allowance for inflation or increases in property
val ue.

In addition, the transaction was structured so that profits
and |l osses resulting fromthe operation of the premses wll
inure to Benavidez. Benavidez owns the right to operate and use
the restaurant however he sees fit, and any profits or | osses
resulting fromthe operation of the restaurant belong to
Benavi dez. CGuaderrama, on the other hand, has a fixed rate of

return. Regardl ess of how successful Severo's is, Guaderrama is
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entitled to the same anmount of rent. Thus, any appreciation in
the property over the termof the lease is |likely to accrue to
Benavi dez, not to Guaderrama, upon exercise of the option.
Guaderrama does not appear to be an equity participant wth any
real profit or loss opportunities, and thus the transaction is
inconsistent wwth a | ease.

Intent of the Parties

The record indicates that Benavidez intended for this
transaction to be a financing arrangenent. He had sought
financing from banks on two or three separate occasions but had
been turned down because they would not accept the liquor |icense
as collateral. Benavidez testified that it was his intent to
have Guaderrama finance the construction of the new restaurant
and for Benavidez to pay himback over a period of tine.

Wil e Guaderrama’s intent is less clear, he indicated in his
testinony that he viewed the |iquor license the sane way that
Benavi dez did--as collateral. Guaderrama further expl ained that
he had been getting a return of 6 or 7 percent on his savings and
was wlling to use his savings to build the restaurant for
Benavidez if he charged 15 percent interest as opposed to the 6
or 7 percent return he was receiving. Thus, Guaderrama was

willing to finance the construction of Severo’'s in exchange for a
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15-percent return on his investnent.” This is consistent with a
financi ng arrangenent.
Concl usi on

As “| essee”, Benavidez bore the burdens, risks, and
responsibilities for Severo’s, including the obligation to
provi de Guaderrama with a fixed return under all circunstances
and conditions. This is indicative of ownership, not of a
| easehol d interest. Structurally, the “lease” is very simlar to
a debt financing as it contains a schedule of paynents based on a
fixed interest rate. Furthernore, the rents have no connection
with the econom c value of the property, but instead they are
related to a fixed interest return on the costs of construction.
As such, the Guaderramas had little potential for economc profit
other than the fixed interest incone. Finally, the option to
acquire Severo’'s at the end of the lease is, in essence, a form
of equity for Benavidez because the value to Guaderrama is really
just the present value of the future paynents for 15 years at a
specified rate.

Based on all of the factors discussed above, we concl ude
that the transaction was a financing arrangenent, and Benavi dez

is entitled to deduct all owabl e depreciation and interest expense

" W& al so note that, inconsistent with their belief that the
transaction was a | ease, the Guaderranas did not claim
depreci ation on Severo’'s as they would have been entitled to had
they truly owned the prem ses and sinply “leased” themto
Benavi dez.
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in connection with the financing arrangenent, and the Guaderranmas
nmust include interest inconme in connection with the financing
arrangenent.

[11. Allocation of Paynents Between Principal and |Interest

As an alternative argunent, the Guaderramas contend that the
obl i gati on owed by Benavi dez was specul ative and that they are
entitled to first recover their costs of the financing
arrangenment. The Guaderramas contend that since Benavi dez had
insufficient assets to pay for the property, since his sole
source of funds was dependent on operating the new restaurant
successfully, since his liquor operation was shut down for a
period of time, and since his option to buy was nonassi gnabl e,
repaynment by Benavidez was risky, and therefore they are entitled
to first recover their costs. W disagree.

The general rule is that “periodic paynents are applied
first to interest, with any remai ni ng anount being applied to
principal, absent any agreenent of the parties to the contrary”.

Estate of O Leary v. Conmmissioner, T.C. Meno. 1986-212, affd. 837

F.2d 1088 (5th Cr. 1988). If, however, the obligation is
specul ative, periodic paynents nay be applied to the principal

until costs are recovered. See Underhill v. Conm ssioner, 45

T.C. 489, 492 (1966). In Underhill we held that, in determ ning
whet her a particular obligation is “speculative”, the ultimte

test is whether, at the debt’s inception, the creditor cannot be
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reasonably certain of recovering the principal and a major
portion of the discount. See id. at 495. W are not persuaded
that the loan in the present transaction was specul ati ve.
The Guaderramas argue that Benavi dez had insufficient assets
to exercise the option and purchase the property. Insufficient
assets, however, is not the test of a specul ative investnent for

tax purposes. In Estate of Ratliff v. Conm ssioner, T.C Meno.

1995-428, we stated that “nere absence of security is not
sufficient to deema | oan speculative.” In any event, we are not
convi nced that Benavidez was unable to exercise the option to
purchase the property. |ndeed, Benavidez was approved for a | oan
fromthe SBA in 1996 and was in a financial position where he
coul d have exercised the option. Guaderrama was apparently aware
of this since Guaderranma’s attorney sent a letter to a bank
expressing interest in selling the property to Benavidez in order
to hel p Benavidez qualify for a |loan. Thus, the evidence in the
record suggests that Benavidez coul d have exercised the option.
The Guaderramas further argue that Benavi dez’ sole source of
funds was dependent on operating the new restaurant successfully,
maki ng the |ikelihood of repaynent speculative. There is no
evi dence, however, that Severo’s would not be successfully
operated by Benavidez. As Guaderrama testified, he hinself had
studi ed the transaction and decided that it would be a good

investnment. Thus, we find this argunent unpersuasive. W also
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find unconvincing the Guaderramas’ argunent that repaynment was

ri sky because Benavidez had his |iquor operation shut down for
sone period of tinme. It is unclear when Benavidez had his |iquor
operation shut down. Guaderrama testified that Benavi dez’ bar
operations were shut down for a period of tinme, but he could not
recall when and stated that it was for “maybe a nonth or two”.
Such a vague recollection does not indicate to us that Guaderrama
was overly concerned with the tenporary shutdown. Furthernore,

it does not appear that Benavidez failed to make nonthly paynents
during any period of tenporary shutdown, and the Guaderramas have
not offered any evidence to the contrary.

Finally, we note that the | oan to Benavidez was secured by
the liquor license. The Guaderramas’ possession of such
collateral makes it difficult to argue that the | oan was ri sky.
We therefore conclude that the obligation owed by Benavi dez was
not specul ative or risky, and the paynents received by the
Guaderramas from Benavi dez under the financing arrangenent nust
be al |l ocated between principal and interest.

To reflect the foregoing,

Decisions will be entered

under Rul e 155.




